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INTRODUCTION

This document,* is a report of the staff of the Joint Committee on Taxation (“Joint
Committee staff”) in connection with a study of the overall state of the Federal tax system. This
report is being transmitted, as required under section 8022(3)(B) of the Internal Revenue Code of
1986, to the House Committee on Ways and Means and the Senate Committee on Finance.

Under section 8022(3)(B), the Joint Committee staff is required to report at least once each
Congress on the overall state of the Federal tax system and to make recommendations with
respect to possible ssmplification proposals and other matters relating to the administration of the
Federal tax system.?

The Joint Committee staff is publishing this study in three volumes. Volume | of this
study contains Part One (Executive Summary and Joint Committee on Taxation Staff Study
Mandate and Methodology), Part Two (Overall State of the Federal Tax System), and four
Appendices (Academic Advisorsto the Joint Committee on Taxation, Tax Policy Advisorsto the
Joint Committee on Taxation, Genera Accounting Office Materials, and Congressional Research
Service Materials). Volume Il of this study contains Part Three (Recommendations of the Joint
Committee on Taxation Staff to Simplify the Federal Tax System). Volume 1l of this study
contains papers relating to simplification submitted to the Joint Committee on Taxation by tax
scholars in connection with the study.

! This document may be cited as follows: Joint Committee on Taxation, Study of the
Overall Sate of the Federal Tax System and Recommendations for Smplification, Pursuant to
Section 8022(3)(B) of the Internal Revenue Code of 1986 (JCS-3-01), April 2001.

2 Section 8022(3)(B) was added by section 4002(a) of the Internal Revenue Service
Restructuring and Reform Act of 1998.



. SUMMARIES OF ACADEMIC PAPERSSUBMITTED TO THE JOINT
COMMITTEE STAFF

A. Simplification for Low Income Taxpayers. 2001

Summary of Full Report Submitted to the Joint Committee on Taxation For its Study of
the Overall State of the Federal Tax System

By Jonathan Barry Forman, Esq.
University of Oklahoma School of Law

According to the Census Bureau, some 32.2 million Americans (11.8 percent) livein
families with incomes below the poverty line. The principal federal taxes affecting these low-
income individuals are the individua income tax and the Socia Security payroll tax. Oncethe
earned income credit is taken into account, however, relatively few low-income individuals
actually have anet federal tax liability. Nevertheless, the current federal tax system requires
virtually al low-income individualsto file returns, if only to recover refunds of over-withheld
taxes.

Simplification of the tax system holds promise for significant economic and equitable
gans. It may not be possible to simplify the federal tax system for al individuals, but it should
be possible to simplify the tax system for low-income individuals. Changes might include: (1) let
the IRS prepare returns for low-income taxpayers; (2) statutory changes to smplify the income
tax system; (3) better integration of the income and Socia Security tax systems; (4) moveto a
flat tax; (5) moveto areturn free tax system; or (6) move to a“fina withholding” tax system,
similar to those used by the United Kingdom, Japan, Germany, and Argentina.

This paper proposes that changes need to be made to the federal tax system in order to
ease the heavy costs and burdens on low-income individuals. Specificaly, the article identifies
some statutory and regulatory changes that would: (1) reduce the number of low-income
individuals required to file tax returns; and (2) simplify the return-filing process for those who
must file.



B. Simplifying and Rationalizing the Federal Income Tax Law Applicableto Transfersin
Divorce

Summary of Full Report Submitted to the Joint Committee on Taxation For its Study of
the Overall State of the Federal Tax System

By Deborah A. Geler, ESQ.
Cleveland-Marshall College of Law, Cleveland State Univer sity

Sometimes the complexity of the tax law is defended as a necessary evil. But one area of
the tax law remains needlessly complex not because of any coherent underlying theory but
because of history and a series of political compromises. The “transaction” at issue is divorce.
One of the biggest sources of complexity in the current regime is the continuing desire to
differentiate cash “alimony” from cash “child support” from cash “property settlement” in order
to apply different tax rules to such transfers, depending upon the label that has been applied.

The current mechanisms that must be applied to determine which party will be taxed on a
cash receipt or a stock redemption are not only ambiguous in many respects but also resolve the
guestion in ways that often make no sense. The resolution also often requires Federal tax
adjudicators to delve into murky state law in order to determine the answer to these questions. It
should be noted that an increasing number of states are abandoning such labels altogether and
instead applying “ equitable distribution regimes.”

Although the law pertaining to transfers of cash and property incident to divorce was
substantially improved in 1984, problems remain, and much too much litigation continues to
plaguethisarea. Asisargued throughout this paper, not much revenueis at stake in our system
of how to tax transfersincident to divorce. In each and every possible scenario posed, one of the
spouses will be taxed; the only question is which spouse’s marginal bracket will apply. 1nthe
context of divorce, every deduction is necessarily accompanied by corresponding income
inclusion, so that the only revenue at stake is measured by the difference in rate brackets (if any)
between the payor and payee.

The parties' agreement regarding who, between them, should be taxed on income items,
whether income accrued prior to the divorce but paid after, or income earned after, should be
respected. With no significant revenue streans at stake, there is no compelling reason why the
law should be otherwise. When the government steps in and upsets these expectations after the
fact, it upsets the bargain reached between the parties often at substantial litigation expense for
both the government and divorced couple.

The time has come to finally abandon the remaining remnants of our futile attempt to
differentiate “alimony” from “child support” from cash “ property settlements,” distinctions
increasingly abandoned under state law. The parties should be permitted to designate whether
any cash payment should be includable by the recipient and deductible by the payor, on the one
hand, or excludible and nondeductible, on the other hand, with the default rule (in case of
silence) being that such payments are includable by the recipient and deductible by the payor,
unless the payment is to athird party on behaf of achild.



C. Private Benefit, Public Benefit and Exemption

Summary of Full Report Submitted to the Joint Committee on Taxation
For its Study of the Overall State of the Federal Tax System

By FrancesR. Hill, Esg.
University of Miami Law School

Tax exemption is reserved for organizations that operate for the exempt purposes set out
in the Internal Revenue Code (the “ Code”) and which provide benefits to appropriate recipients
defined in relation to an organization’s exempt purpose. These exempt purposes define the
public benefits of an exempt organization. The public benefit is the benefit arising from the
exempt activities. Section 501(c)(3) public charities operate for the benefit of a charitable class
defined in relation to the various organizations' particular exempt status. Other exempt
organizations aso provide public benefits resulting from their various exempt purposes, even
though these organizations have a less encompassing scope than do section 501(c)(3)
organizations.

A private benefit, in contrast, is a benefit arising from a relationship with the exempt
organization not defined by the public or exempt purpose. Private benefits are inconsistent with
exempt status. For example, alabor union or trade association that provides football tickets to its
menmbers would be providing a private benefit because neither organization is created to provide
thiskind of benefit.

This paper focuses on the elements of complexity arising from the three private benefit
doctrines and identifies four elements of complexity that characterize private benefits concepts
under current law: (1) the concurrent existence of three concepts of private benefit-private
benefit, inurement, and excess benefit transactions-each of which presents unresolved issues and
definitional complexities; (2) different meanings of private benefit and inurement as these apply
to different types of exempt organizations; (3) the absence of guidance relating to the scope of
private benefit, inurement or excess benefit that jeopardizes exempt status; and (4) overlapping
application of two or three of the elements of private benefit to particular types of exempt
organizations. The discussion and proposals presented in the accompanying paper are based on
the premise that any coherent rationale for exemption from taxation is necessarily based on the
provision of a public benefit. It isfurther argued that much of the incoherence and complexity of
the current law of tax exemption arises from the attempt to ground exemption in the absence of
private benefit rather than on the provision of public benefit.

A reasonable case could be made that the simplest approach to exemption would be to
craft a public benefit standard providing that an organization is exempt if it devotes some defined
proportion of itsincome to exempt purposes. The use of the remaining percentage would have no
consequence for exemption, but the organization would be taxed on any amounts not used for
exempt purposes. An aternative approach isto attempt to ssmplify and clarify the three private
benefit doctrines and to do so in away that links them to a public benefit requirement.

Exemption would be based on the absence of excess private benefit. This approach might be



consistent with the development of clearer guidelines, but it is far from clear that such an
approach would provide a coherent and practical balance among stringent rules, operational
necessities and a persuasive rationale for treating certain organizations as exempt from taxation.

The paper concludes that it istime to consider developing atest for exemption based on
an affirmative public benefit requirement.



D. Exemption and Commercial Activities: Approachesto Rationalizing the Unrelated
Business Income Tax

Summary of Full Report Submitted to the Joint Committee on Taxation For its Study of
the Overall State of the Federal Tax System

By FrancesR. Hill, Esg.
Univer sity of Miami Law School

The unrelated business income tax (“UBIT”) provisions of current law rest on three
structural elements that are subject to twenty-two modifications and exceptions. In some sense
the very scope of the UBIT provisions present issues of complexity, athough the particular
exceptions and modifications are so targeted that each provision taken alone might not be
particularly complex. The central issue relating to UBIT isthe relation of the UBIT provisions
to the question of exemption. Part of the problem is the absence of any consensus on arationale
for exemption and thus on a criteria that define an exempt organization. Part of the problem
arises from the UBIT provisions themselves.

This paper takes the position that the complexity of UBIT provisions arisesin part from
successful lobbying to define an ever-increasing list of modification and exceptions and, in part,
from lack of clarity on the purpose of UBIT and itsrelation to exemption. Two different
approaches are proposed as ways to clarify and/or modify the UBIT provisions.

Asisset forth in this paper, the fundamenta purpose of UBIT isto protect the integrity of
the exemption by distinguishing taxable activities that are not related to an organization’ s exempt
purpose from activities directly related to an organization’s exempt purpose. The paper suggests
that the absence of any concept of how much commercial activity is consistent with exemption
undermines the integrity of the exemption and raises fundamental questi ons about the usefulness
of the current UBIT provisions. Two broad alternatives to the current structure are suggested
that would address thisissuein different ways. Thefirst is a structure that taxes any commercial
activity. The second is areturn to an explicit destination of income test.

In the dternative, if the current system is retained, there are elements of smplification
that would also prevent the kind of diversion of resources to non-exempt purposes that
undermines the integrity of exempti on athough they would not resolve the fundamental
structural issue of the relationship between UBIT and exemption. These would include: (1)
repeal the “regularly carried on” element in the definition of an unrelated trade or business and
replace it with a small organization exception; and (2) repeal section 514.

This paper has taken the position that Congress did not adequately consider the
relationship between UBIT and exemption when it enacted the UBIT provisions. Thetime for
considering the issue of the diversion of resources from exempt to commercial purposes within
exempt organizations islong overdue.



E. Simplification of the EITC through Structural Changes

Summary of Full Report Submitted to the Joint Committee on Taxation
for its Study of the Overall State of the Federal Tax System*

By Annette Nellen, Esg. CPA
San Jose State University

The earned income tax credit (EITC) is one of the most complex provisions of the tax
law, yet its purpose isto provide a benefit to low-income taxpayers, who should not be facing
such complexity. While there have been various proposals over the past severa yearsto simplify
the EITC, few changes have been made and recent law changes, such as the enactment of the
child credit, have made the EITC even more complex for many of the individuals who claimit.
In addition to complexity, the EITC is aso prone to fraud and additional provisions have been
added to combat this.

At credit levels of 7.65%, 34% and 40% depending on the type of individual claiming the
EITC, the credit resultsin arefund of all or some portion of the employee’ s share of FICA and
Medicare taxes. In these situations, the EITC is basically a mechanism to refund atax that
perhaps just as easily could not have been withheld in the first place. Such aresult could be
achieved by using a system similar to the income tax withholding system that doesn’t begin until
acertain income level isreached. If further ssimplifications were made to conform definitions
used for the EITC, such as“qualifying child,” to other definitions used in computing federal
taxable income, such as “dependent,” the structural change would be more feasible and further
simplification could be achieved. In addition, if some of the EITC benefit were provided via an
increase in the dependent child deduction and/or child credit, the amount of EITC benefit to be
delivered through an aternative payroll tax withholding structure would be reduced and
simplified.

The current EITC benefit levels could be retained (if desired) through the aternative
payroll tax withholding structure. In addition, a“leveling” mechanism could be incorporated
into the new withholding structure to level the payroll tax withholding for non-EITC-€eligible
workers throughout the year and to provide a more constant benefit to EITC-eligible workersin
each paycheck throughout the year. Thiswould be similar to the current income tax withholding
structure.

Beyond ssimplification, an additional potential benefit of an alternative structure and
simplification of qualifying status requirements would be that it might make it easier to moveto
areturn-free tax system. Structural changes as described above would also serve to provide the
EITC benefit to low-income taxpayers in each paycheck without a need for individuals to apply
to their employer to receive an advance EITC (assuming they are eligible for the advance EITC).



For background on the EITC that supports making a structural change to how the benefit
is delivered through the tax system and for further details of the proposal, please see the
complete paper - Smplification of the EITC through Structural Changes.



F. Reforming and Smplifying the Income Taxation of Private Business Enter prises

Summary of Full Report Submitted to the Joint Committee on Taxation for its Study of the
Overall State of the Federal Tax System

By George K. Yin and David J. Shakow
University of Virginia Law School and Professor Emeritus, University of Pennsylvania Law
School, Respectively

Under current law, many private businesses, no matter what their organizational form or
characteristics, have the choice of being taxed under one of three possible income tax regimes.
In general, they can be taxed under the set of rules traditionally reserved for corporations
(subchapter C), for partnerships (subchapter K), or for certain closely-held corporations
(subchapter S).

In this paper, we argue that there is no policy justification for permitting firms to continue
to choose among these three sets of rules, and that the existence of the choice unnecessarily
complicates the law for both taxpayers and the IRS. 1n general, we recommend that the choice
be narrowed to two -- subchapter K and subchapter S -- with the options being reconfigured
somewhat to make them more consistent with one another and more rational. Subchapter Sis
preserved and liberalized because it offers a simplified method of taxing the income of private
businesses. We would reserve this option for those firms that are owned exclusively by
individuals and that have straightforward economic arrangements, two characteristics that make
such firms less susceptible to tax advantage and abuse, and therefore lessin need of complicated
anti-abuse protections. In general, al other firms, including any eigible firms not choosing the
subchapter S option, would be taxed under subchapter K as modified by selected reforms.

Rarely isthere an opportunity to adopt a proposal that provides both meaningful reform
and simplification of the tax laws. Too often, those objectives are in conflict with one another.
While many details need to be carefully considered, we believe that the recommendations
outlined in this paper have the potentia for achieving that happy combination.

This paper summarizes the principal recommendations of an American Law Institute
Reporters' Study prepared by the authors on thistopic. Interested readers should consult the
Study for the complete set of proposals and afuller discussion of the issues. Copies are available
from the ALI (800-253-6397).



II. ACADEMIC PAPERSSUBMITTED TO THE JOINT COMMITTEE STAFF
A. Simplification for Low Income Taxpayers. 2001
By
Jonathan Barry Forman*

What can be done to smplify the federal tax system for low-income individuals and for
the Internal Revenue Service? That was the focus of my 1996 article: Jonathan Barry Forman,

Simplification for Low Income Taxpayers. Some Options, 57 OHIO STATE LAW
JOURNAL 145-201 (1996). Specifically, that article identified some statutory and regulatory
changes that would: (1) reduce the number of low-income individuals required to file tax
returns; and (2) simplify the return-filing process for those who must file. This paper
summarizes and updates that 1996 article.

According to the Census Bureau, some 32.2 million Americans (11.8 percent) livein
families with incomes below the poverty line The principal federal taxes affecting these low-
income individuals are the individual income tax and the Socia Security payroll tax. Oncethe
earned income credit is taken into account, however, relatively few low-income individuals
actually have anet federal tax liability. Nevertheless, the current federal tax system requires
virtually al low-income individualsto file returns, if only to recover refunds of over-withheld
taxes.

For example, consider the tax treatment of atypical low-income married couple with two
childrenin 2001. If their income consists entirely of wages or salaries, the couple will have no
net federal tax liability unless they earn more than $23,562.2 Their $7,600 standard deduction
and four $2,900 personal exemptions together will shelter $19,200 from the income tax, and their
earned income tax credit and $500 child tax credits will offset the rest of their tax liability.® By
way of comparison, the poverty level for afamily of four in 2001 is just $17,650.*

* Professor of Law, University of Oklahoma; B.A. 1973, Northwestern University; M.A.
(Psychology) 1975, University of lowa; J.D. 1978, University of Michigan; M.A. (Economics)
1983, George Washington University.

1 D’Vera Cohn, Poverty Declines to 20-year Low; Central Cities Account for Most of
Drop; Incomes Hit Record, WASHINGTON POST, September 27, 2000, at A2.

2 See Appendix Table 1.
3 Rev. Proc. 2001-13, 2001-3 1.R.B.1.

* U.D. Department of Health & Human Services, Annual Update of the HHS Poverty
Guidelines, 66 FEDERAL REGISTER 10,695 (2001).
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Indeed, virtually no low-income taxpayers with children will owe federal taxes for the
year 2001, and relatively few low-income childless individuals and couples will owe taxes either.
Moreover, those low-income taxpayers that do have a net federal tax liability will pay relatively
littlein federal taxes. For example, of the 53 million taxpayers with adjusted gross incomes of
less than $20,000 who filed income tax returns for 1998, only about 8 million actually had any
tax due at the time of filing, and the average amount owed by these was just $534.°

Unfortunately, the current tax system imposes heavy costs and burdens on both low-
income individuals and the IRS.? Simplification of the tax system holds the promise for
significant economic and equitable gains. It may not be possible to simplify the federa tax
system for al individuals. But it should be possible to smplify the federal tax system for low-
income individuals. Here are some possibilities.

1. Let the IRS Prepare Returns for Low-Income Taxpayers

To date, low-income taxpayers have benefited from many of the IRSs effortsto smplify
the return-filing process, and the IRS should continue with those efforts. In general, the IRS
should continue: (1) working to simplify Internal Revenue forms and publications; (2)
developing and expanding its taxpayer assistance programs; and (3) exploring aternative filing
methods such as electronic filing.

Better till, it might make sense to have the IRS actually prepare income tax returns, at
least for low-income taxpayers.” Virtually all welfare programs help individuals apply for
benefits, and the earned income credit provides awelfare-like benefit. Why not let the IRS help
low-income workers claim their earned income credit refunds?

2. Statutory Changes To Simplify the Income Tax

Another way to simplify the tax system for low-income taxpayers would be to raise the
standard deduction amounts or the personal exemption, or to enact an exclusion for some modest
amount of miscellaneous income.®

> Internal Revenue Service, Selected Historical and Other Data, 19 SOl BULLETIN
159, 165 (Spring 2000); see also Joint Committee on Taxation, Distribution of Certain Federal
Tax Liabilities by Income Class for Calendar Year 2000 (JCX-45-00), April 11, 2000.

® For example, Joe Slemrod has estimated that the total compliance cost of the U.S.
income tax system is around $75 billion per year. Joel Slemrod, Which isthe Simplest Tax
System of Them All?, in ECONOMIC EFFECTS OF FUNDAMENTAL TAX REFORM 355,
367 (Henry J. Aaron & William G. Gale eds. 1996).

” See Jonathan Barry Forman, Simplification for Low Income Taxpayers. Some
Options, 57 OHIO STATE LAW JOURNAL 145, 176-78 (1996).

8 1d. at 181-82, 186-88.
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3. Better Integrate Income and Social Security Taxes

A more fundamental reform would involve better integrating the income and Social
Security tax systems. Much of the complexity of the current tax system results from imposing
Social Security taxes on every dollar of earned income and then using the earned income credit
to refund much of those taxes to low-income workers. Wouldn't it be smpler if the federal tax
system simply did not collect Social Security taxes fromlow-income workersin the first place?

One approach would be to add standard deductions and personal exemptions to the
current Socia Security tax system or to allow each worker to exempt, say, the first $5,000 or
$10,000 of earnings from Social Security taxes.’

A more thorough approach would be to combine the individual income and Social
Security taxesinto asingle, comprehensiveincometax.’® Individuals with incomes below some
poverty threshold would be exempt from tax, and tax rates could be increased in order to raise
the same amount of revenue. In effect, there would be asingle, higher-yield income tax instead
of the current bifurcated tax system, and millions of low-income individuals would no longer
have to file returns.

4. Moveto aFlat Tax

Y et another approach would be to replace the current income tax with some form of “flat
tax.”™* The underlying tax base could be either income or consumption. The key isthat, above a
certain threshold, a single tax rate would apply. To keep the single rate low, most flat tax plans
would get rid of many if not all itemized deductions. Proponents of flat taxes are fond of saying
that most individuals would be able to file their tax returns on postcards.

5. Moveto aReturn-Free Tax System

Another approach would be to move toward areturn-free tax system.’? 1n 1987 the IRS
issued areport in which it explored the feasibility of moving to a return-free system.”®* Under the
type of return-free system that the IRS envisioned in that report, most Form 1040EZ and Form
1040A filers and afew Form 1040 filers could elect to have the IRS compute their tax liabilities
and prepare their returns -- some 55 million taxpayers, in al.

° |d. at 184-86; George K. Yin & Jonathan B. Forman, Redesigning the Earned Income
Tax Credit Program to Provide Mor e Effective Assistance for the Working Poor, TAX NOTES,
May 17, 1993, at 951.

1 Forman, supra note 7, at 192-94.
1 1d. at 194-97.
2'1d. at 197-200.

3 INTERNAL REVENUE SERVICE, CURRENT FEASIBILITY OF A RETURN-
FREE TAX SYSTEM (1987).

12



For avariety of reasons, the IRS decided not to implement this system. In truth, the IRS
system was not really “return-free.” Rather, at ataxpayer's election, the burden of preparing the
return would shift from the taxpayer to the IRS. Taxpayers would save some time filing their
returns, but many would have to wait longer to get their refunds. Also, the return-free system
would increase the burdens on the IRS and on employers and other filers of information
documents. To generate tax returns, the RS then estimated that it would need to timely receive,
verify, and post more than 970 million wage and information documents. And the IRS estimated
that it would cost over $1 billion and require about 17,000 additional staff to implement the
return-free system.

Another aternative would be to move to a so-called “final withholding” tax system.
Final withholding tax systems are similar to return-free systems, except that they rely more
heavily on withholding. Under afina withholding system, the amount withheld from employees
and other income sources is the tax, thus eliminating the need for many taxpayers to file tax
returns. Over 30 foreign countries use some form of final withholding, including the United
Kingdom, Japan, Germany, and Argentina.**

For example, in the United Kingdom, the income tax is withheld by employers under the
PAYE (Pay AsYou Earn) final withholding system. When an individua first becomes
potentially subject to tax, aninitia return must be filed so that the Inland Revenue can determine
how much the employer should withhold. Thereafter, individuals with simple incomes and
modest earnings are normally required to make areturn of income only about once every five
years. In 1999-2000, about two-thirds of British taxpayers were able to avoid filing returns.”

Would afinal withholding system work in the United States? A fina withholding system
could significantly reduce burdens on both taxpayers and the IRS. In itsanaysis of the issue, the
General Accounting Office concluded that most taxpayers who now file 1040EZ returns [about
20 million in 1998] and many of those who now file 1040A returns [about 26 million in 1998]
could be served by afinal withholding system.’® Most of these people no longer would have to
gather information, become familiar with tax laws, or prepare and file returns. The burden on
the IRS also would be greatly reduced.

More recently, pursuant to Section 2004(a) of the Internal Revenue Service Restructuring
and Reform Act of 1998, the Secretary of the Treasury is required to develop procedures for

1 See, eg., U.S. General Accounting Office, Internal Revenue Service Opportunities to
Reduce Taxpayer Burdens Through Return-Free Filing (GAO/GGD-92-88BR) 22-33, 36 (1992).

> Treasury Testimony at Senate Appropriations Treasury Panel Hearing on Return-free
Tax Systems, 2000 TAX NOTES TODAY 73-21 (April 14, 2000) (testimony of Treasury
Deputy Assistant Secretary for Tax Analysis Leonard E. Burman).

18 Treasury Testimony at Senate Appropriations Treasury Panel Hearing on Return-free

Tax Systems, 2000 TAX NOTES TODAY 73-21 (April 14, 2000) (testimony of Treasury
Deputy Assistant Secretary for Tax Analysis Leonard E. Burman).
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implementing a return-free system by the year 2008." Also, early in April of 2000, the Treasury
Subcommittee of the Senate Appropriations Committee held a hearing on return-freefiling
systems.®® In particular, the Subcommittee considered a proposed bill by Senator Byron Dorgan
(D-N.D.) that would let millions of taxpayers elect return-free filing.

APPENDI X

The two tables in this Appendix show that hardly any low-income workers will owe
federal taxesfor the year 2001. At the outset, Table 1 compares the 2001 federal tax thresholds
and poverty income guidelines for unmarried individuals and for married couples.”

Consider afamily of four consisting of amarried couple and two children. Row 1 of
Table 1 shows that this family unit's poverty income guideline for 2001 is $17,650.%

7 Rossotti Testimony at Senate Appropriations Treasury Panel Hearing on Return-free
Tax Systems, 2000 TAX NOTES TODAY 73-22 (April 14, 2000) (testimony of Commissioner
of Internal Revenue Charles O. Rossotti).

8 Amy Hamilton, IRS Helps Dorgan Develop Return-free Plan, 87 TAX NOTES 335
(2000).

9 Senator Dorgan=s bill was subsequently introduced as S. 3087, 106th Cong., 2d Sess.
(2000), 146 CONGRESSIONAL RECORD S8948-49 (daily ed. Sept. 21, 2000) (statement of
Sen. Dorgan).

? The table reflects the assumptions that all family income consists of wages or salaries
earned by a single worker, that families of two or more include a married couple (rather than an
unmarried head of household with one or more dependents), that all family members are under
age 65 and not blind, that all family units are eligible for the earned income credit, and that all
children qualify for the child tax credit. Also, only the employee's portion of Social Security
taxesis considered.

21 U.S. Department of Health & Human Services, supra note 4.
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TABLE 1. POVERTY LEVELSAND NET FEDERAL TAX THRESHOLDSAFTER
TAX CREDITSIN 2001, BY FAMILY SZE, UNMARRIED INDIVIDUALS AND
MARRIED COUPLES

[dollarg]
FAMILY SIZE
1 2 3 4 5 6
1. Poverty levels: 8590 11,610 14,630 17,650 20,670 23,690
2. Simple income tax
threshold (before
credits): 7450 13400 16,300 19,200 22,100 25,000

3. Income tax threshold
dfter the earned income
and child tax credits: 8,550 13,400 24,095 29,520 32,112 38,333

4. Social Security tax
threshold: 0 0 0 0 0 0

5. Combined income and
Socia Security tax
threshold (i.e., net
federal tax threshold): 4,760 4760 19,127 23562 26,492 28,631

Row 2 of Table 1 shows the ssimple income tax thresholds for family units of different
sizes. These are determined by summing each family unit's standard deduction and its personal
exemptions. For 2001, a married couple with two children can file ajoint tax return and claim a
$7,600 standard deduction and four $2,900 personal exemptions.”? Consequently, the couple
will not have to pay any income tax unless itsincome exceeds its $19,200 simple income tax
threshold ($19,200 = $7,600 + 4 x $2,900).

Row 3 of Table 1 shows each family unit's income tax threshold after taking into account
the effects of the earned income credit® and the child tax credit.** For example, for 2001, a

2 Rev. Proc. 2001-13, supranote 3.

2 |nternal Revenue Code (I.R.C.) ' 32. The earned income credit is a refundable credit
available to certain low- and moderate-income workers.

For 2001, childless individuals between the ages of 25 and 65 are entitled to an earned
income credit of up to $364. The credit is computed as 7.65 percent of the first $4,760 of earned
income. The maximum credit is reduced by 7.65 percent of earned income (or adjusted gross
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typical married couple with two young children can claim an earned income credit of up to
$4,008 and two child tax credits of up to $500. Consequently, taking into account their earned
income and child tax credits, atypical married couple with two children will not actually owe
any income tax until itsincome exceeds $29,520.%

On the other hand, because the Socia Security tax system has no standard deductions or
personal exemptions, family units must pay Social Security taxes starting with their first dollar of

income, if greater) in excess of $5,950 and is entirely phased out at $10,710 of income. Rev.
Proc. 2001-13, supra note 3.

Individuals with one qualifying child are entitled to an earned income credit of up to
$2,428. The credit is computed as 34 percent of the first $7,140 of earned income. The
maximum credit is reduced by 15.98 percent of earned income (or adjusted gross income, if
greater) in excess of $13,090 and is entirely phased out at $28,281 of income. 1d.

Finally, individuals with two or more qualifying children are entitled to an earned income
credit of up to $4,008. The credit is computed as 40 percent of the first $10,020 of earned
income. The maximum credit is reduced by 21.06 percent of earned income (or adjusted gross
income, if greater) in excess of $13,090 and is entirely phased out at $32,121 of income. Id.

# | R.C."' 24. Thechild tax credit is available to individuals with dependent children
under the age of 17. For 2001, the credit is $500 for each qualifying child. The credit beginsto
phase out when modified adjusted gross income (AGI) reaches $110,000 for joint filers, $55,000
for married couples filing separately, and $75,000 for unmarried individuals.

The child tax credit is generaly nonrefundable; however, a portion of the credit may be
treated as refundable if ataxpayer has three or more qualifying children and the taxpayer’s
Socia Security taxes exceed any earned income credit that is claimed. Thisisreferred to asthe
“additional credit for families with three or more children.” 1.R.C. ' 24(d). A portion of the
nonrefundable child tax credit may also be treated as refundable if ataxpayer (irrespective of the
number of qualifying children) claims an earned income credit in excess of Socia Security taxes
paid. Thisisreferred to asthe “supplemental” child credit. 1.R.C. " 32(n).

% Algebraically, each computation in Row 3 involved determining the appropriate
equation for computing each family unit's income tax liability after its earned income and child
tax credits and solving for the income level at which that income tax liability is equal to zero.

For example, for 2001, for a married couple with two children with income (1) in excess
of its $19,200 simple income tax threshold but less than the $32,121 level at which its earned
income credit is fully phased out, the couple's income tax liability (T) can be determined by the
following formula:

T=.15x (I - $19,200) - ($4,008 - .2106 x [I - $13,090]) - (2 x $500).

Setting T equal to zero and solving for | shows that the coupl€'s income tax threshold
after the earned income and child tax creditsis $29,520.
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earned income. Hence, Row 4 of Table 1 showsthat zero isthe Social Security tax threshold for
al family units.

Finally, Row 5 of Table 1 shows the combined income and Socia Security tax threshold
(i.e., net federal tax threshold) for various family units. These thresholds occur at the income
level at which ataxpayer's preliminary income plus Social Security tax liabilities minus earned
income and child tax credits equals zero. For example, atypical married couple with two
children will not actually have a net federal tax liability for 2001 unless itsincome exceeds
$23,562.%

Similarly, Table 2 compares the 2000 federal tax thresholds and poverty income
guidelines for heads of household with one to four children.

% Algebraically, each computation in Row 5 involved determining the appropriate
equation for computing each family unit's combined income and Socia Security tax liability
after its earned income and child tax credits and solving for the income level a which that tax
liability is equal to zero.

For example, for 2001, for a married couple with two children with income (1) in excess
of its $19,200 simple income tax threshold but less than the $32,121 level at which its earned
income credit is fully phased out, the couple's combined income and Social Security tax liability
(T) can be determined by the following formula:

T=.15x (I - $19,200) + .0765 x | - ($4,008 - .2106 X [| - $13,090]) minus the lesser of
([2 x $500] or [.15x {I - $19,200}]).

Setting T equal to zero and solving for | in the above manner shows that the couple's

combined income and Social Security tax threshold after the earned income and child tax credits
is $23,562.
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TABLE 2. POVERTY LEVELSAND NET FEDERAL TAX THRESHOLDSAFTER

TAX CREDITSIN 2001, BY FAMILY SIZE, HEADS OF HOUSEHOLD

[dollars]
FAMILY SZE
2 3 4 5
1. Povertylevels...................... 11,610 14,630 17,650 20,670
2. Simple income tax threshold
(before credits):......ccoeeeveni. 12,450 15,350 18,250 21,150
3. Incometax threshold after the
earned income and child tax
creditS ..o 22,231 27,918 30,511 34,483
4. Social Security tax threshold:.... 0 0 0 0
5. Combined income and Socia
Security tax threshold (i.e., net
federa tax threshold):............. 17,829 23,032 25,171 27,310
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B. Simplifying and Rationalizing the Federal Income Tax Law
Applicableto Transfersin Divorce

By
Deborah A. Geier’

Sometimes the complexity in our tax law is defended as a necessary evil in order to
conform the law to the underlying theory informing it. Some also say that, since oursisa
complex economy and society, our tax system is necessarily complex, and those engaged in
complex transactions can afford to pay for the complex tax advice necessary to successfully
navigate through the system. Or so the sayings go.

One area of the tax law, however, remains needlessy complex not because of any
coherent underlying theory but because of history and a series of political compromises.
Moreover, the “transaction” at issue is not one engaged in only by the savvy, well-advised, and
well-to-do. The “transaction” at issue isdivorce. While the tax law applicable to transfersin
divorce was, on average, improved in 1984 (in my view), severa fundamental incoherencies and
unnecessary complexities continue to plague this area, and more recent ambiguities (dealing
chiefly with redemptions of stock in closely held corporations and other transfers under the
assignment-of-income doctrine) have arisen.

One of the biggest sources of complexity in the current regime is the continuing desire--
though futile, in my view--to differentiate cash “aimony” from cash “child support”* from cash
“property settlements’? in order to apply different tax rules to such transfers, depending on the

" Professor of Law, Cleveland-Marshall College of Law, Cleveland State University. ©
Deborah A. Geler 2001. Thisarticle was written in my capacity as an “academic advisor” to the
Joint Committee on Taxation in connection with a study of the overall state of the tax system,
including recommendations with respect to possible simplification proposals, that Congress
mandated in |.R.C. 8 8022(3)(B). The opinions expressed here are, however, completely my
own and should not be attributed to the Joint Committee on Taxation.

! The specifics of current law will be discussed in more detail later in this article. Briefly
stated, cash payments satisfying the federal definition of “aimony” in 1.R.C. § 71(b) (regardless
of what the payments are called for state law purposes) are includable in gross income by the
recipient and deductible by the payor directly from gross income (unhampered by the inability to
itemize deductions). Seel.R.C. 88 71, 215, & 62(8)(10). Thus, the tax burden on these cash
paymentsis, at least nominaly, borne by the recipient. Cash payments constituting “child
support” within the meaning of § 71(c) are neither includable by the recipient nor deductible by
the payor. See |.R.C. 8 71(c). Thus, the tax burden on these cash paymentsis, at least nominadly,
borne by the payor.

2 Asdescribed supra note 1, payments qualifying as “aimony” under I.R.C. § 71(b) are

includable by the recipient and deductible by the payor. Cash payments not satisfying the
requirements of 1.R.C. 8 71(b) are neither includable nor deductible. Notice that payments
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label that has been applied. My bottomtline recommendation is that such labels be discarded and
that the parties be explicitly empowered to determine whether cash transfers--whether
denominated alimony, child support, a property settlement, an “equitable distribution” for state
law purposes, etc.--should be includable by the recipient and deductible by the payor, or
excludable by the recipient and not deductible by the payor, with simple and clear default rules
for taxpayers who fail to make their wishes known in their divorce, separation, or support
instrument.® Well-advised taxpayers already have significant freedom to decide who, between
them, should be taxed on cash transfers incident to divorce, since they can structure their cash
transfersin the form that will implement their agreement. Poorly advised or unadvised taxpayers
are not provided similar flexibility, since they are unaware of the various transactional elections
effectively available to them if they had cast their cash paymentsin the proper form.

The reason underlying the different tax treatment applicable to alimony and child support
has never been adequately articulated, and it is often difficult to distinguish between the two in
any event. The reason underlying the different tax treatment applicable to alimony and many
cash property settlements can, in contrast, be articulated as a theoretical matter, but, as Professor
Malman noted in 1986, “there is no administratively practical way for the tax system to draw the
aimony/property distinction.”* Payments that would be characterized as“aimony” for tax
purposes may constitute “child support” or a“property settlement” under state law, and vice
versa. Moreover, an increasing number of states are abandoning such labels altogether. Under
“equitable distribution regimes,” for example, the cash payment stream can be intended simply
to settle all claims for support and property compensation between the parties. Continuing to
make the determination of who should be taxed on cash transfersin divorce turn on what labdl is
used to identify the payment, and then having unique tax definitions for those labels that often

subject to the inclusion/deduction scheme may not actually constitute “alimony” under state law,
s0 long as the payment satisfies the federal tax definition of “aimony” in 8 71(b). That isto say,
a cash payment congtituting a property settlement under state law or upon examination of the
particular facts can nevertheless qualify as an includable/deductible payment so long asthe
federal requirements for “alimony” are satisfied. For example, payments qualifying as tax
alimony (and thus subject to the inclusion/deduction system) can be intended to compensate the
recipient for her share of vested or inchoate property rights that either go to the payor on the
divorce (such as a piece of real estate that was co-owned by the spouses prior to the divorce) or
are extinguished on the divorce (such as dower and curtesy rights or statutory share provisions
created under some state intestacy laws). Some cash payments will not satisfy the federal
definition of “alimony” or “child support” and thus are considered tax-neutral “ property
settlements’ by default.

3 Cf. Marci Kelly, Calling a Spade a Club: The Failure of Matrimonial Tax Reform, 44
TAX. LAw. 787, 811-12 (1991) (reaching the same conclusion).

* Laurie L. Maman, Unfinished Reform: The Tax Consequences of Divorce, 61 N.Y.U.
LAW Rev. 363, 367 (1986).
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deviate from state law definitions, causes confusion among taxpayers and traps for the unwary,
as case law litigation clearly shows.”

The great fear that has driven Congressin the past in this areais that divorcing parties
will engage in inappropriate “income-shifting” if left to decide for themselves who should be
taxed on cash transfers, with the joint income of the divorced couple being taxed at alower
overall rate than would have occurred absent the divorce, to the detriment of the Treasury.® In
response, | would argue that such tax arbitrage is built into the current system already, that
people do not get divorced in order to engage in income-shifting for tax purposes, and that the
income-shifting that can occur is likely a good and defensible outcome on public policy grounds
in most situations in which it can occur, since it encourages the higher-bracket spouse to transfer
funds to the lower-bracket spouse (presumably the more needy spouse), often leaving the lower-
bracket spouse with more after-tax income than she would otherwise have if income-shifting
were disallowed.” Unlike other situations in which income-shifting is deemed to be
inappropriate, such asin the intact family or in the case of a closely held corporation, divorceis
not atransaction that can be entered into lightly, and often, in order to shift income to another in
alower tax bracket and thus reduce overall taxes on aroutine basis while retaining effective
control over the shifted income. Indeed, “[f]ollowing divorce, the chances of filing bankruptcy
triple ....”® To the extent that some additional income-shifting would occur under the proposed
simplifications that does not aready occur under the current rules, so beit. Evenif | am wrong
that it would be a salutary result in most cases, it isasmall priceto pay for the huge
simplification gains--and, | believe, added respect for the tax system by the unfortunate parties
that have to deal with these complex provisions--that would occur.

Moreover, as Professor Maman noted, there is reason to believe that not much aggregate
tax would be lost to the Treasury in any event, since every deduction is accompanied by an

> See infra notes 173-230 and accompanying text (surveying some cases).

® Cf. Wendy Gerzog Shaller, On Public Policy Grounds, A Limited Tax Credit for Child
Support and Alimony, 11 AM. J. TAX PoL’Y 321, 321 (1994) (also referring to the “ abuse of
income-shifting” in this context).

’ See infra note 240 and accompanying text (providing example). As Professor Hjorth
put it,

| am not unduly concerned by the specter of a*“divorce bonus.” For every case of
taxes reduced by reason of divorce there is probably at |east one case of reduced
ability to pay caused by the divorce. Divorceis not something that is welcomed
by most persons affected by it. Itisatime of trauma, adjustment, and, often,
financial difficulty for the spouses and their children.

Roland L. Hjorth, Divorce, Taxes, and the 1984 Tax Reform Act: An Inadequate
Response to an Old Problem, 61 Wash. L. Rev. 151, 190 (1986).

8 David Kay Johnston, Bankruptcy Borne of Misfortune, Not Excess, N.Y. TIMES, Sept.
3,2000,83,a 7.

21



equal-amount inclusion.® Only the rate-bracket differential between the parties, if any, resultsin
arevenue loss, and thislossis self-limiting, as the greater the amount paid to the payee, the
higher the tax bracket that will apply to it, until further income-shifting would not produce a
revenue loss. Moreover, in the context of a payor in asignificantly higher tax bracket than the
payee--which is the very context where it would seem that income-shifting would be at its most
extreme and therefore result in the most lost revenue--any divorce “bonus’ is moreillusory than
real. Thisisbecause that combination isjust the combination that enjoys a significant “marriage
bonus” under current law if the couple files ajoint return,™ and this marriage bonus is lost on the
divorce. Even with income-shifting, the parties are not likely better off taxwise by much, if any,
in the aggregate under the more onerous schedule for single filers that must apply to them after
the divorce.

As mentioned above, our current system for taxing transfersin divorceis the result of
history and political compromise as much as grand theory. Part | below will recount that history,
sinceit’sdifficult to understand how we got to where we are today without an understanding of
it. 1t will also necessarily introduce the various ways to think about these transfers, asit’s
difficult to discuss how the law evolved without an introduction to these thoughts at the same
time. Part 11 will continue the discussion of what worksin the current system, what is
fundamentally flawed, and what should be done about it and why. Part 111 will examine two
inextricably related problems that need addressing.

® Maman, supra note 4, at 410-12.

10" Joint filing can generate a“marriage penalty on two-earner couples,” with the married
couple paying morein tax than they would if they were able to file separately under the rate
schedule for unmarried individuals. The marriage penalty is at its peak when each spouse earns
the same amount of income. On the other hand, joint filing can generate a “ marriage bonus,”
with the joint-return tax lower than would arise under separate filing using the individual rate
schedule, if one spouse earns significantly more income than the other. See generally Lawrence
Zelenak, Marriage and the Income Tax, 67 S. CAL. L. Rev. 339 (1994) (recounting this history
and advocating abandonment of the joint return in favor of individua filing for all).

More married couples obtain a benefit from the marriage bonus than are
subject to the marriage penalty. About 51% of married couples enjoy a marriage
bonus, whereas about 42% of married couples incur a marriage penalty. 1n 1996,
those enjoying a marriage bonus paid, as a group, $33 billion lessin taxes than
they would have paid if single, while those incurring the marriage penalty pad, as
agroup, $29 billion more in taxes than they would have paid if single. Thus, $4
billion of net revenue that would have been collected by the Treasury if all
individualsfiled separately waslost. See For Better Or Worse: Marriage and the
Federal Income Tax, CONGRESSIONAL BUDGET OFFICE (June 1997).
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I. TheHistory
A. Prior to 1942

The early statute did not specifically address how to treat cash payments (or in-kind
property transfers) between divorcing spouses. Hence, it devolved upon the Supreme Court to
determine the status of such payments and transfers. The Court tackled cash payments way back
in 1917 in Gould v. Gould™ and in-kind property transfersin 1962 in United States v. Davis,”
discussed in Part B.ii., below.

The partiesin Gould divorced in 1909, and the court ordered Mr. Gould to pay Mrs.
Gould $3,000 each month for the rest of her life “for her support and maintenance.”** The issue
was whether Mrs. Gould must include these paymentsin her grossincome. The Supreme Court
first quoted the predecessor to § 61 as follows:

B. That, subject only to such exemptions and deductions as are hereinafter
allowed, the net income of ataxable person shall include gains, profits, and
income derived from salaries, wages, or compensation for personal service of
whatever kind and in whatever form paid, or from professions, vocations,
businesses, trade, commerce, or sales, or dealings in property, whether real or
personal, growing out of the ownership or use of or interest in real or persona
property, aso from interest, rent, dividends, securities, or the transaction of any
lawful business carried on for gain or profit, or gains or profits and income
derived from any source whatever, including the income from but not the value of
property acquired by gift, bequest, devise, or descent: ....*

The Court then wrote four paragraphs, which comprised the opinion’s entire reasoning.
Because of their brevity, | quote them in full.

Inthe interpretation of statutes levying taxesit is the established rule not to extend
their provisions, by implication, beyond the clear import of the language used, or

Joseph M. Dodge, J. Clifton Fleming, Jr., & Deborah A. Geier, FEDERAL INCOME TAX:
DOCTRINE, STRUCTURE, AND PoLICY 191 n.11 (2d ed. 1999). The situation in which income-
shifting in divorce under an inclusion/deduction system can lose the most revenue iswhen a
high-earning spouse makes payments to alow-earning spouse after divorce, which is precisely
the situation where the divorced couple will lose their prior marriage bonus, since after the
divorce they must file using the rate schedule for individuals in order for the paymentsto be
eligible for the inclusion/deduction system that generates the income-shifting. See |.R.C. 8 71(e).

1 245U.S. 151 (1917).
12 370 U.S. 65 (1962).
B3 245U.S. at 152.

14 1d. at 152-53.
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to enlarge their operations so as to embrace matters not specifically pointed out.
In case of doubt they are construed most strongly against the Government, and in
favor of the citizen. [Author’s note: Here, the Court cited three cases in which a
tariff was imposed on an item specifically listed in atariff statute, and the issue
was whether the item sought to be taxed by the government qualified asthe item
listed in the statute as taxable.]

As appears from the above quotations, the new income upon which subdivision 1
directs that an annual tax shall be assessed, levied, collected and paid is defined in
divison B. The use of the word itself in the definition of “income’ causes some
obscurity, but we are unable to assert that alimony paid to a divorced wife under a
decree of court fallsfairly within any of the terms employed.

In Audubon v. Shufeldt ..., we said: “Alimony does not arise from any business
transaction, but from the relation of marriage. It is not founded on contract,
express or implied, but on the natural and legal duty of the husband to support the
wife. The general obligation to support is made specific by the decree of the court
of appropriate jurisdiction.... Permanent alimony is regarded rather as a portion
of the husband’ s estate to which the wife is equitably entitled, than as strictly a
debt; alimony from time to time may be regarded as a portion of his current
income or earnings, ...”

The net income of the divorced husband subject to taxation was not decreased by
payment of alimony under the court’ s order; and, on the other hand, the sum
received by the wife on account thereof cannot be regarded as income arising or
accruing to her within the enactment.™

Asmade clear in the first quoted paragraph, one major ground relied upon by the Court
was arule of statutory interpretation borrowed from tariff law that revenue statutes are to be
narrowly construed. No such canon of statutory interpretation survives today with respect to the
income tax.

Moving to the exegesis of the terms of the statute itself, the Court seemed to conclude
that, because alimony is not similar to the items specifically listed in the statute as taxable,
alimony must not have been contemplated by Congress as coming within the ambit of the
provision. This canon of statutory construction sometimes goes by the Latin name of ejusdem
generis, meaning “of the same kind.” Precisely the same reasoning, accepted by the Gould
Court, was again used by ataxpayer in 1955 in arguing (in part) that punitive damages are not
includable in gross income because they are not like the items specifically listed astaxable. That
time, the taxpayer lost in the seminal case of Commissioner v. Glenshaw Glass.”® Rejecting the
argument premised on the notion of gjusdem generis, the Glenshaw Glass Court instead stressed
the catchall language at the end--“income derived from any source whatever”--in concluding that

®1d. at 153-54.

16348 U.S. 426 (1955).
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punitive damages were includable in gross income by the recipient. The 1955 Court stated that
this catchall language required inclusion of all “undeniable accessionsto wedlth, clearly realized,
and over which the taxpayers have complete dominion.”*” (Indeed, it's an interesting exercise to
think about whether the Gould Court might have decided differently if the case had arisen in the
later era, after Glenshaw Glass.)

Notice that this form of analysis focuses on whether aimony comes within some notion
of “income.” If the analysisis viewed thisway, each party is analyzed independently, and a
payment of alimony could conceivably be taxable to both the payor and the recipient. For
example, if we view the matter from the recipient’s side alone, and if alimony is considered as
coming within the Glenshaw Glass notion of “income” as an undeniable accession to wedlth,
etc., then it would be includable by the recipient. At the same time, the payor earning wages
from which the alimony was paid would have to include the wages in gross income, since
compensation for services rendered is specificaly listed as“income” in § 61(a)(1). Moreover,
the payor would arguably be denied a deduction for the payment under a strict definiti on of
“income” in the familiar Schanz-Haig-Simons sense, under which only outlays incurred to
produce includable income are properly deductible (with personal consumption outlays being
nondeductible, and thus taxed).”® Since the payment of aimony is not an outlay incurred directly
to produce the payor’ s wages, it would be nondeductible (and thus remain in the tax base of the
payor). Thus, the payment would be taxed twice, much as amounts paid by an employee from

Y 1d. at 431.

8 |n general, atax on “income” reaches amounts saved and amounts spent on personal
consumption. Amounts that are saved are taxed since the Interna Revenue Code generally
disallows outlays constituting “ capital expenditures,” such as the purchase of an asset. See
|.R.C. 8§ 263. That isto say, outlays that result merely in achange in the form in which wedlth is
held, rather than adiminution in wealth, are not deductible. Current “expenses’ are the opposite
of a“capital expenditure” in that current expenses represent areal diminution in wealth in the
year spent. If that expense isincurred in income-producing activity, then the expenseis
generaly deductible. See, e.g., [.R.C. 88 162 and 212. If, on the other hand, the expense is spent
on personal consumption, it is generally nondeductible. Seel.R.C. 8 162(a). The only personal
consumption expenses that are deductible are those that Congress has specifically allowed,
usually as an incentive to engage in certain desirable behavior. See, e.g., I.R.C. 88 170
(charitable contribution deduction), 163(h)(3) (home mortgage interest deduction).

The reason why expenses incurred to produce includable income (as opposed to expenses
incurred to buy personal consumption) should be deductible under an income tax isto avoid
double taxation of the same dollars to the same taxpayer. Y ou can think of it in the following
way: If income-producing expenses were not alowed as deductions, then those expenses would
create basis (previously taxed dollars). That basis should offset any includable income produced
by that outlay, which would result in inclusion of only the “net” receipt inincome. But the tax
system doesn’t work thisway. Instead, I.R.C. 8§ 61 requires the inclusion of every dollar of
“gross’ receipts. Inorder, therefore, to prevent the double taxation of those gross receipts to the
extent of the outlays incurred to produce them, those outlays must be deductible. See generally
Dodge, Fleming, & Geier, supra note 10, at 30-33 and 39-55.
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his wages to his housecleaner for cleaning his house are taxed twice (once to the employee and
once to the housecleaner). In the housecleaner example, the amounts constitute wages to both,
and the payment to the housecleaner would clearly be a nondeductible personal expense of the
payor. The only means by which to differentiate the alimony payment from the housecl eaner
payment would be to argue that alimony does not really purchase any persona consumption for
the payor and thus should be removed from his tax base viaa deduction. This means of analysis
would define personal consumption not by looking to whether the payment directly contributed
to income production of some kind--which defines personal consumption by default*--but rather
by looking to what is actually purchased with the payment and determining whether it
affirmatively qualifies as“personal consumption.”®

Perhaps we don’t have to resolve that definitional dilemma, however, for there is another
way to view thisissue, which was aso hinted at by the Gould Court and which is, | think, the
more appropriate way to think about the payment. Rather than analyzing the tax consegquences to
each of these taxpayers independently of the other, i.e., determining whether the receipt qualifies
as“income’ to the recipient and whether the payment qualifies as a deductible one to the payor
under an “income” analysis because it does not purchase discretionary persona consumption, we
could view both taxpayers together. In an intact marriage, by analogy, amounts earned by one
spouse and paid to another are ignored for tax purposes (i.e., they are neither includable by the
recipient nor deductible by the payor), whether or not the couple file ajoint return or file separate
returns using the rate schedule for married couples filing separately.” Therefore, the amounts

 Thisisthe method currently used in the Internal Revenue Code. Amounts can be
deducted only if they are specifically described in a Code section containing the words, “there
shall be allowed as adeduction ...,” and, as described supra note 18, most such provisions allow
deduction only for income-producing expenses.

% One example of thismode of analysis would be to argue that certain types of
mandatory payments should not be considered as purchasing personal consumption and thus
should be deductible. Payments of certain state and local taxes can be analyzed thisway, as can
alimony and child support. See generally Joseph M. Dodge, THE LOGIC OF TAX 123 (1989).

2l See|.R.C. § 1 (describing the various filing statuses and their related rate schedules).
Some couples file separately in order to lower significant state income taxes that use a
progressive rate schedule. Filing separately might allow the couple to use the lowest state rate
brackets twice, which can more than offset the increased Federal tax burden that may arise from
using the more onerous schedule (compared to the rate schedule applicable to single taxpayers)
applicable to married couplesfiling separately. Moreover, if each member of the couple earns
approximately half of the coupl€’ s aggregate income, the aggregate federal tax should be roughly
the same, regardless of whether they file ajoint return or file separately, since the joint return
mechanism produces a tax “exactly twice the tax that would be due if the [rate schedule for
married filing separately] were applied to 50% of the couple’ s aggregate taxable income.”
Dodge, Fleming, & Geier, supra note 10, at 188. Another reason that some married couplesfile
separately is to enable one to deduct more medical expenses, persona casualty losses, or
miscellaneous itemized deductions, al of which are deductible only to the extent that they
exceed certain percentages of adjusted gross income, than he or she would otherwise be able to
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are taxed only once between the two.?? We could reason that the amounts should continue to be
taxed only once, even though the family is no longer intact, because of the clear and direct
relationship of the payments to the former legal relationship of the parties (or the continuing

legal relationship, in the case of a paternity payment to support a child after a divorce or
otherwise outside of marriage). These payments would not have been made but for the prior
legal relationship. Unless the government wishes to affirmatively discourage divorce viathe tax
laws (avery unwise possibility, in my view), there does not seem to be a persuasive reason to tax
such payments more onerously outside marriage (by taxing them twice) than within it (by taxing
them once.) Viewed thisway, the question is not whether the amount conceptually constitutes
“income’ to both but rather who should be taxed on what is concededly income to someone?
That isto say, this question can be viewed not as a“what isincome?’ question” but rather a“to
whom should income be taxed?’ question. The income could be taxed to the recipient by
requiring the recipient to include it and allowing the payor to deduct it. Conversely, it could be
taxed to the payor by allowing the recipient to exclude it and disallowing the payor a deduction.
The government, in this scenario, becomes a mere stakeholder in the matter: The amounts will

be taxed to someone (once); the only question is which taxpayer’s marginal rates should apply?

The Gould opinion obliquely picked up on this perspective when it stressed that “[t]he net
income of the divorced husband subject to taxation was not decreased by payment of alimony
under the court’s order; and, on the other hand, the sum received by the wife on account thereof
cannot be regarded as income arising or accruing to her within the enactment.” The thought
was written as a single sentence, with a semi -colon connecting the two independent clauses.
Thisform seemsto imply acausdl link, i.e., that another reason why the amount was not
includable by Mrs. Gould was precisely because it was not deductible by Mr. Gould. The
Court’ s implication was that the amount should not be taxed to both, and since the Court cannot
create nonstatutory deductions, it exercised its power to define the contours of “grossincome’ to
ensure that the amount was not taxed twice by holding that the recipient need not include the
payments in grossincome. #* The Court would presumably have come to the same conclusion
with respect to child support, if any had been at issue.

deduct. Seel.R.C. 8867, 165(¢)(3) & (h), and 213. Findly, filing separately alows the couple
to avoid joint and several liability. See 1.R.C. § 6013(d)(3).

2 This conforms the treatment of support payments within the intact family to the
treatment of gifts within afamily, which are also excludable by the recipient and not deductible
by the donor. See |.R.C. 88 102, 162. Mandatory and legally enforceable support payments
would not otherwise qualify as*“gifts,” which are generaly defined for income tax purposes as
transfers made out of “ detached and disinterested generosity.” See Comm'r v. Duberstein, 363
U.S. 278 (1960).

2 245U.S. at 154,

2 In order to take a deduction, a taxpayer must find a Code section that contains the
words “there shall be allowed as a deduction” and satisfy each of the requirements specified
there. He must also survive the gauntlet of provisions that take away “ otherwise allowable
deductions.” No court, the Supreme Court included, has any power to create a deduction. Only
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With respect to support payments, the one-tax approach has continued to thisday. The
issues here have been how to decide between the two whom to tax and how to differentiate
support payments (alimony and child support) from property settlements, a question that first
arose with the 1942 legidation.

B. From 1942to 1984
1. Support Payments

In the midst of World War 11, the highest federal income tax margina rate under the
regular tax and a specia surtax exceeded 90% in order to finance the war effort. Under such a
rate structure, a payor of nondeductible alimony of any significant size could have little left upon
which to live once he® paid his alimony and then the tax on hisincome, including the dimony.
The legisative history underlying the Revenue Act of 1942% reflected this concern.

The existing law does not tax alimony payments to the wife who receives them,
nor does it allow the husband to take any deduction on account of aimony
payments made by him. Heisfully taxable on his entire net income even though
alarge portion of hisincome goesto hiswife as aimony or as separate
maintenance payments. The increased surtax rates would intensify this hardship
and in many cases the husband would not have sufficient income | eft after paying
alimony to meet hisincome tax obligations.

Congress can do that. On the other hand, because present-day 1.R.C. 8§ 61 contains the circular
definition that gross income means “income from whatever source derived,” the Supreme Court
has long exercised its power to construe the contours of “grossincome” by creating common law
regarding what constitutes gross income. See, e.g., the cases devel oping the assignment-of-
income doctrine (discussed infra notes 252-301 and accompanying text). See generally Deborah
A. Geler, Some Meandering Thoughts on Plaintiffs and Their Attorneys Fees and Costs, 88
Tax NOTES 531 (2000) (discussing the interplay between the Court’s power to craft the contours
of grossincome and itsinability to create deductions in the context of the treatment of attorneys
fees and costs that, though deductible, are subject to deduction restrictions that could be avoided
if the plaintiffs could exclude from gross income the portion of taxable litigation awards to the
extent paid to their attorneys).

% Weall know that payors of alimony can include both males and females. See, e.g.,
Lies Schillinger, Divorce Him, Support Him?, THE INDEPENDENT (LONDON), Dec. 14, 1997, at 5
(characterizing “the phenomenon of men seeking alimony” as *becoming rife in the United
States’ and, more objectively, reporting that “[t]he number of male clientsin the US claiming
financial support from high-earning exes has doubled in the last five years’). While | know that
use of the word “he” as the payor of alimony can perpetuate stereotypes, | think that repeated
usage of the terms “he or she” makes for distracting prose, and thus | have chosen to risk the
alienation of some readersin the quest for less stilted-sounding sentences.

% Revenue Act of 1942, Pub. L. No. 753, § 120, 56 Stat. 816 (1942) (codified as
amended at |.R.C. §§ 22(k) and 23(u) (1942)).
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The bill would correct this situation by taxing alimony and separate maintenance
payments to the wife receiving them, and by relieving the husband from tax upon
that portion of such payments which constitutes income to him under present law.
This treatment is provided only in cases of divorce or legal separation and applies
only where the aimony or separate maintenance obligation is discharged in
periodic payments. Moreover, the portion of such payments going to the support
of minor children of the husband does not constitute income to the wife nor a
deduction to the hushand. The same is true with regard to paymentsin discharge
of lump sum obligations, even though mede in installments.?’

Therefore, as described briefly above, the Revenue Act of 1942 switched the answer to
the question, “who should be taxed on the amounts paid out as alimony?,” from the payor to the
recipient by requiring inclusion of alimony by the recipient and allowing a deduction to the
payor. But the Act and its legidative history were quite clear that this inclusion/deduction
system should not apply to child support or amounts paid to compensate for the transfer of a
property interest. Child support and property settlements, in other words, remained excludable
by the recipient and nondeductible by the payor, as under pre-1942 law. 1’ll discuss child
support first and then property settlements.

The legidative history is silent with respect to why Congress chose to shift the tax
incidence to the recipient only with respect to alimony and not child support. Y et, we can
perhaps guess the predominant thinking of the time. In this more traditional era--when it was,
indeed, only husbands who paid alimony and child support?®--it might have been thought that,
while shifting the tax obligation with respect to aimony would help to aleviate the immediate
and quite practical problem of a husband being unable to satisfy both his alimony and tax
liability if alimony were not deductible, shifting the tax obligation with respect to the man’s
children would be going “too far.” A man’sfinancial obligation to his children--including the
obligation to pay the income tax on amounts spent to support them--might have been considered
to be stronger than that to his ex-wife.

In any event, this new distinction between alimony and child support necessarily required
line-drawing for the first time. The statute did so by providing that the recipient’ s gross income
inclusion shall not apply to that part of any such periodic payment which the terms of the decree
or written instrument fix, in terms of an amount of money or a portion of the payment, asa sum
which is payable for the support of minor children of such husband. In case any such periodic
payment is less than the amount specified in the decree or written instrument, for the purpose of
applying the preceding sentence, such payment, to the extent of such sum payable for such
support, shall be considered a payment for such support.”

2 H.R. Rep. No. 77-2333, reprinted in 1942-2 C.B. 372, 409.
% Cf. supra note 25.

# | R.C. § 22(k) (1942).

29



In other words, an amount “fixed” in the governing documents for child support would
not fall under the inclusion/deduction system, and if a payor made only a partial payment, the
child support payment would be considered paid first. For example, assume that a husband was
ordered to pay $10,000 per year to his ex-wife for support of herself and their minor children,
$6,000 of which was explicitly fixed as child support. If the husband paid only $8,000 in ayear,
$6,000 would be considered nondeductible child support and $2,000 would be considered
deductible alimony (so long as the remaining qualifications for deductible “aimony,” described
shortly below, were met).

What does it mean for an amount to be “fixed” for child support within the meaning of
the statute? Suppose, for example, that John and Mary had three minor children when they
divorced, that their mutually negotiated divorce agreement (which the relevant court approved)
provided for a*“family support payment” of, say $12,000 per year, but that the payment would be
reduced by one-sixth each time a minor child married, became emancipated, or died. In other
words, by the time all three minor children married, became emancipated, or died, the payments
would have been reduced to $6,000. Was any amount “fixed” for child support during the years
of the children’s minority in this agreement?

On the one hand, the agreement did not overtly fix any amount for child support in the
literal sense, though the * substance” of the document seems to indicate that, prior to the time any
of the three children married, became emancipated, or died, $6,000 of the payments was really
disguised child support. The reduction in amounts payable upon conditions relating to the
children’s emancipation, etc., was, after al, captured in language in the agreement itself, and
thus the agreement could be said to have adequately “fixed” $6,000 of the payments as child
support.

Much litigation ensued in order to determine what the term “fix” meant in this provision--
an example of how the different labels and their different tax treatmentsinevitably cause
litigation.® The split among the circuit courts finally had to go to the Supreme Court for
resolution in Commissioner v. Lester,* the facts of which are essentially identical to those
recited above. The Court quoted both the Senate Finance Report as well as areport of the
Office of the Legidative Counsel to the Senate Finance Committee in concluding that no
part of an unallocated “family support payment” should be considered “fixed” as child
support, even if a portion is scheduled to be reduced on the happening of events related to
the children.

“1f, however, the periodic payments ... are received by the wife for
the support and maintenance of herself and minor children of the
husband without such specific designation of the portion for the
support of such children, then the whole of such amountsis

¥ See eg., Metcalf v. Comm'r, 271 F.2d 288 (1% Cir. 1959); Eisinger v. Comm'r, 250
F.2d 303 (9™ Cir. 1957); Lester v. Comm'r, 32 T.C. 1156 (1959), rev'd, 279 F.2d 354 (2d Cir.
1960).

3 366 U.S. 299 (1961).
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includable in the income of the wife as provided in section 22(k)
....” S. Rep. No. 1631, 77" Cong., 2d Sess. 86.

Asfinally enacted in 1942, the Congress used the word “fix” instead of the term
“gpecifically designated,” but the change was explained in the Senate hearings as “alittle more
streamlined language.” Hearings before the Senate Committee on Finance on H.R. 7387, 77"
Cong., 2d Sess. 43. Asthe Office of the Legidative Counsel reported to the Senate Committee:

“If an amount is specified in the decree of divorce attributable to

the support of minor children, that amount is not income to the

wife .... If, however, that amount paid the wife includes the

support of children, but no amount is specified for the support of

minor children, the entire amount goesinto the income of the wife
.. lbid.

This language leaves no room for doubt. The agreement must expressly “fix” asum
certain or percentage of the payment for child support before any of the payment is excluded
from the wife’ sincome. The statutory requirement is strict and carefully worded. It does not say
that “a sufficiently clear purpose” on the part of the partiesis sufficient to shift thetax. It says
that the “written instrument” must “fix” that “portion of the payment” which isto go to the
support of the children. Otherwise, the wife must pay tax on the whole payment. We are obliged
to enforce this mandate of the Congress.®

Therefore, the entire $12,000 annua payment during the children’s years of minority was
includable by the wife and deductible by the husband as alimony.

Thus, a divorce decree that required a husband to pay $100 weekly for the support of his
ex-wife and $50 for the support of their two children would produce only a $100 weekly income
inclusion for the wife and a corresponding deduction for the husband, since the remaining $50
would be considered “fixed” for child support and not eligible for the inclusion/deduction
system. If the decree provided instead for a payment of $150 per week for the support of the ex-
wife and the children, no part of it would be considered excludable/nondeductible child support.
Similarly, none of the $150 payment would be considered child support if the decree also
provided that the payments would be reduced by $25 per week upon the death, marriage, or
majority of either of the children.

% 1d. at 302-03. I've always wondered whether Justice Scaliawould have written a
dissent in Lester, since the majority relies so explicitly on legidative history, atool that Justice
Scaliafindsillegitimate. See generally Deborah A. Geler, Textualism and Tax Cases, 66 TEMP.
L. Rev. 445, 447-55 (1993); Wisconsin Pub. Intervenor v. Mortier, 111 S. Ct. 2476, 2487 (1991)
(Scalia, J., concurring in the judgment) (oursis “a Government of laws not of committee
reports’). If Justice Scaliawould interpret the word “fix” broadly enough to cover terms
explicitly requiring reduction of payments on the happening of an event linked to the child's
leaving the payee’ s home (such as marriage, death, or emancipation), then the legidative history
to the contrary would have been meaninglessto him.
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To American tax lawyers used to hearing that “ substance” and not “form” governsthe
characterization of tax transactions, it might seem odd that, while the statute announced that
Congress had decided--for whatever reason--that child support should be treated differently from
alimony, the law allowed what was, for all intents and purposes, disguised child support to
escape characterization as “child support.” Y et, what the so-called Lester Rule (asit cameto be
known) accomplished was the del egation to the divorcing parties of the authority to decide who,
between them, should pay the tax on the amounts used to support the children. If they clearly
“fixed” the amount as child support in their agreement, then the payor would pay tax on the
payments; if the amount was not explicitly “fixed” but the amount paid was reduced upon the
child’s marriage, death, or emancipation, then the recipient would shoulder the burden. The
Lester Court recognized this when it said:

Aswe read 8§ 22(k), the Congress was in effect giving the husband and wife the
power to shift a portion of the tax burden from the wife to the husband by the use
of asimple provision in the settlement agreement which fixed the specific portion
of the periodic payment made to the wife as payable for the support of the
children.®

Y ou might think that | support the outcome of the Lester Rule, since | made plain in the
Introduction that | will, in Part I1, explicitly argue that the parties should be able to decide for
themselves who, between them, should shoulder the burden of paying tax on cash transfers. But
the actual approach embodied in the Lester Rule suffers from afundamental defect: The election
was not explicit; it required the advice of a skilled tax practitioner to aert the parties to this
planning device. Ill-advised (or unadvised) parties unlucky enough to call child support “child
support” in their agreement were unable to shift the tax burden to the payee under the Lester
Rule, even if they wished to (and the reasons they might wish to will be detailed later). Under
the approach of the Lester Rule, in other words, parties were empowered to decide who should
bear the tax burden only if they were aware of the magic formula. If it istrue that Congress
intended, asindicated by the legidative history, that the parties to be able to decide for
themselves who, between them, should shoulder the burden of paying tax on amounts paid out as
child support, it should have made that election explicit. Having that election effectively buried
in Committee Reports and then in a Supreme Court opinion discussing what it meansto “fix” an
amount for child support was not defensible. Then, as now, too many people divorced without
tax counsel. And even many family lawyers who were not well-versed in tax law were likely
unaware of this de facto election. The de facto election under the Lester Rule was, in short, a
huge trap for the unwary. There will always be parties who are unwary of the law, but the law
should strive as much as possible to keep the traps to a minimum, particularly in an area, such as
divorce, where people often go it aone (i.e., without good tax counsel).

In sum, if Congress was serious about taxing child support differently from aimony in
1942, then the term “fix” should not have been interpreted as it was by the Lester Court.
Substance should have controlled. If, on the other hand, the Lester Rule outcome was deemed
desirable because it would alow the parties to decide for themselves who should bear the burden
of tax on these cash payments, then the election should have been made much more explicit on

% 366 U.S. at 304.
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the face of the statute itself and not made contingent on including the right magic wordsin the
divorce settlement to accomplish the same end result as would an explicit election.

Amounts “fixed” as child support were not the only payments that fell outside the
recipient inclusion/payor deduction system enacted in 1942. Congress intended that payments
for the recipient’ sinterest in property should not fall within the inclusion/deduction system as
well and, like child support payments, should be tax neutral (i.e., neither deductible by the payor
nor includable by the payee). While we were hard-pressed to come up with areason why
Congress chose to treat child support payments as falling outside the new inclusion/deduction
system in 1942, it's much easier to identify the thinking behind the distinction between alimony
and cash property settlements.

As asimple example, assume that John and Mary owned Blackacre, worth $100,000, as
joint tenants when they divorced. John wished to own 100% of Blackacre outright, and he thus
agreed to pay Mary $50,000 for her share of Blackacre, either out of his own previously earned
funds or in ingtallments from his future earnings. In each of these scenarios, this $50,000
payment should not (as a matter of theory, at least) fall within the inclusion/deduction scheme, if
we respect the payment as a purchase of property. Viewed from John’s perspective alone, an
outlay made to purchase property is properly a nondeductible “capital expenditure”** Allowing
John adeduction for his outlay to purchase property violates the fundamental structure of atax
on “income,” effectively garnering John consumption-tax treatment, instead.® Another way to
view it (again, from John’s perspective aone) would be to say that if John were allowed to
deduct his purchase price of $50,000 for Mary’ sinterest in Blackacre, the Treasury would
actually be funding a portion of his purchase price (equal to John’stax savings). On the other
hand, we must remember that Mary would be fully taxed on the cash receipt if John getsto
deduct it, so the revenue loss to the Treasury by treating this payment under the
inclusion/deduction scheme (rather than as atax neutral payment) would equal only the
difference (if any) between John’s marginal rate bracket (the tax lost to the Treasury) and Mary’s
(the tax gained).

Viewed from Mary’s perspective alone, if this payment were respected as a payment for
her share of Blackacre, she would measure her realized gain or loss under |.R.C. 8 1001 by
comparing the $50,000 received for her half interest with her basisin the half interest. Only if
her basis were zero would the gain realized equal the entire $50,000 that would be included if the
payment were instead treated under the inclusion/deduction system, and even then the gain might
be lower-taxed capital gain (instead of the ordinary income that arises under the

¥ See supra note 18.

* Under a consumption tax, all outlays--even those that would constitute nondeductible
capital expenditures under an income tax--are deductible so long as the outlay does not buy
personal consumption. Thus, additions to savings, such as John's purchase of $50,000 worth of
Blackacre, would be deductible under a cash-flow consumption tax, even though it would be
nondeductible under an income tax. See generally Dodge, Fleming, & Geier, supra note 10, at
472-83.
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inclusion/deduction system) or might not be recognized at al.* The transaction might also
produce alossif Mary’s basis for her half share of Blackacre were higher than $50,000.

In short, in theory at least, only the portion of a shared income stream earned by the
payor after the divorce and paid to the recipient for support (and not for her share of property or
inchoate property rights accrued during the marriage) should be eligible for the
inclusion/deduction system. The 1942 legidation attempted to codify thisideain new 8§ 22(k)
with the following language:

In the case of awife who isdivorced or legally separated from her husband under
adecree of divorce or of separate maintenance, periodic payments (whether or not
made at regular intervals) received subsequent to such decree in discharge of, or
attributabl e to property transferred (in trust or otherwise) in discharge of, alegal
obligation which, because of the marital or family relationship, isimposed upon
or incurred by such husband under such decree or under a written instrument
incident to such divorce or separation shall be includable in the gross income of
such wife, and such amounts received as are attributable to property so transferred
shall not be includable in the gross income of such husband.... Installment
payments discharging a part of an obligation the principal sum of which s, in
terms of money or property, specified in the decree or instrument shall not be
considered periodic payments for the purposes of this subsection; except that an
installment payment shall be considered a periodic payment for the purposes of
this subsection if such principal sum, by the terms of the decree or instrument,

may be or isto be paid within a period ending more than 10 years from the date of
such decree or instrument, but only to the extent that such installment payment for
the taxable year of the wife (or if more than one such installment payment for

such taxable year is received during such taxable year, the aggregate of such
installment payments) does not exceed 10 per centum of such principal sum.*

% Whether Mary’s realized gain or loss would be recognized is discussed in the next
subpart.

¥ 1.R.C. § 22(k) (1942). Thelanguage referring to atransfer “attributable to property
transferred (in trust or otherwise) in discharge of” alegal obligation ensured that if a payor
satisfied his alimony obligation by creating atrust or purchasing alife insurance or annuity
contract, etc., with the payments from the trust or insurance company payable to the payee, then
that income stream was also includable by the payee. The later language that the amounts
“received as are attributable to property so transferred shall not be includable in the grossincome
of the husband” rendered a deduction unnecessary to the husband to shift the income tax
obligation to the payee. The income shifting was accomplished via different means (an
exclusion for the husband rather than a deduction) but was neverthel ess successfully
accomplished. Regulationsissued in 1942 give this example. “For example, if in order to meet
an aimony obligation of $500 a month, the husband purchases or assigns for the benefit of his
former wife acommercia annuity contract paying such amount, the full $500 a month received
by the wifeisincludable in her income, and no part of such amount isincludable in the
husband’ sincome or deductible by him.” Reg. 103, Sec. 19.22(k)-1(b) (issued in Treasury
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The statute provided the payor a deduction in 8 23(u) for all amounts includable by the
recipient.®

The relevant qualifications for an includable/deductible payment could be distilled,
therefore, as follows:

D The payment had to be “periodic,” but a payment could be periodic even if not
made at regular intervals.

2 It had to be made pursuant to a decree of divorce or of separate maintenance.

(©)) It had to discharge alegal obligation imposed on the payor because of the marital
or family relationship.

4 It could not be an amount “fixed” for child support.

5) If the payment was an installment payment that discharged a principal sum
stipulated in the divorce decree, then the payment qualified only if the installment
period exceeded ten years from the date of the decree and, even then, the
installment payment in any one year could qualify only to the extent that it did not
exceed ten percent of the principal sum designated in the decree.

Requirement 2 is straightforward, and | have already discussed requirement 4.

The implicit assumption underlying requirement 1 that the payment be “periodic” was
that alump-sum obligation (even if paid in installments) looks much more like a property
settlement than a support payment out of new earnings of the payor that have not yet been taxed.
But while the general ideaisfairly easy to grasp, the provision generated much litigationin
search of the precise meaning of the term “periodic.”® The cases generally concluded that, to be
periodic, the payments had to be either for an indefinite amount or an indefinite period.®
Moreover, as requirement 5 indicates, if the payment was part of an installment stream that
discharged a principal sum stipulated in the divorce decree, the payment stream had to exceed
ten years to overcome the underlying presumption that it otherwise constituted a payment for the
recipient’sinterest in marital property. A payment was considered to be in discharge of a
principal sum if “the final sum to be paid could be definitely determined at the time the decree

Decision 5194, Dec. 8, 1942). This sentence was lifted directly from the legidative history. See
H.R. ReP. NO. 77-2333, reprinted in 1942-2 C.B. 372, 568.

¥ |.R.C. § 23(u) (1942).

¥ See eg., Warnack v. Comm'r, 71 T.C. 541 (1979); Bishop v. Comm'r, 55 T.C. 720
(1971); Van Orman v. Comm'r, 418 F.2d 170 (7" Cir. 1969).

0 Barb Mattei, Note, 1984 Deficit Reduction Act: Divorce Taxation, 1986 Wis. L. Rev.
177, 185.
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was executed.”* Even if the ten-year period was met, no more than ten percent of the principal
sum could qualify as deductible alimony in any one year.

An example taken from the 1942 regulations illustrates the operation of thisrule.

A divorce decree in 1940 provides that H isto pay W $20,000 each year for the next 5
years, beginning with the date of the decree, and then $5,000 each year for the next 10 years.
Assuming the wife makes her returns on the calendar year basis, each payment received in 1942
[the first year in which the new rules became effective] 1943 and 1944 is a periodic payment
under section 22(k), but only to the extent of 10 percent of the principal sum of $150,000. Thus
for such taxable years, only $15,000 of the $20,000 received isincludable under section 22(k) in
the wife'sincome and is deductible by the husband under section 23(u). For the years 1945-
1954, inclusive, the full $5,000 received each year by the wifeisincludablein her income and is
deductible from the husband’ s income.”*

This ten percent rule, in short, discouraged front-loaded payments that might look as
though they consisted more of a property settlement than a support payment. Matters could get
quite complicated, however. The regulations provided that “[t]his 10 percent limitation applies
to installment payments made in advance but does not apply to delinquent installment payments
for aprior taxable year of the wife made during her taxable year.” ® The interrelationship
between the ten-year rule, the ten-percent rule, and the rules for advance and delinquent
payments was illustrated by the following sticky example.

Under the terms of a separation agreement incident to divorce granted in December 1940,
H agrees to pay W $500 on the first day of each month, beginning with the month after the
decree, for 12 years. W makes her income tax returns on the calendar year basis while H makes
his returns on the basis of the fiscal year ending June 30. H makes the promised paymentsin
1941 and 1942 and, in addition, on December 31, 1942, pays W $1,500 as an advance payment
of installments for the next three months. In the calendar year 1943, H makes no payments at all
because of financial straits. On January 1, 1944, H inherits $15,000, which he immediately pays
to W in satisfaction of not only his back alimony installments for the last 9 months of 1943 but
also his alimony installments for the next 21 months. The resultsasto H and W are asfollows:

Asto W. In the calendar year 1941, W received $6,000, none of which isincludablein her
grossincome. Inthe calendar year 1942, W received $7,500. Since 10 percent of $72,000 (the
principal sum) is $7,200, only $7,200 of the $7,500 so received isincludable in her income for
1942. For 1943, nothing isincludable in her income under section 22(k). In 1944, W received
$15,000. Of this amount, $4,500 isin payment of back installments and, therefore, isincludable
without limitation in her income for 1944. Of the balance of $10,500, only $7,200 isincludable
in her income for 1944.

d.
* Reg. 103, Sec. 19.22(k)-1(c), Ex. 2 (issued in Treasury Decision 5194, Dec. 8, 1942).

® Reg. 103, Sec. 19.22(k)-1(c) (issued in Treasury Decision 5194, Dec. 8, 1942).
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Asto H. For the taxable year ended June 30, 1941, H paid $3,000 none of whichis
deductible. For the taxable year ended June 30, 1942, H paid $6,000, of which only $3,000 is
deductible by H since only that much of the $6,000 was paid in the wife' s first taxable year
beginning after December 31, 1941. In the taxable year ended June 30, 1943, H paid W $4,500,
which, not being in excess of 10 percent of the principal sum, is deductible for such year. In his
taxable year ended June 30, 1944, H paid $15,000, of which $11,700 (the sum of $4,500 and
$7,200) is deductible.* Clearly not an easy or intuitive result for the divorcing parties who fail
to (or could not afford to) seek advice.

As noted above, payments of less then ten-year duration would not qualify for the
inclusion/deduction system at al if they discharged a principal sum that could be computed from
the decree at the time of the execution. But, in such a case, a contingency clause inserted into the
divorce agreement to increase, decrease, or terminate payments on the happening of certain
events, such as death, remarriage, or a change in economic circumstances, was sufficient to make
the payments sufficiently indefinite in duration to be “ periodic,” even if the likelihood of the
contingency occurring during the payment stream was low.*

For example, if the decree obligated the payor to pay $900 per month for nine years, the
obligation was for aprincipal sum paid in less than ten years and was excludable and
nondeductible .... However, if the decree inserted the contingency that the payments were to
continue for nine years or until the recipient’ s death, the payments became “ periodic” and
therefore includable, de